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EDITORIAL DEPARTMENT NOTE 


In these days of rapid change and with the uncertainties of the 
postwar period just ahead, it is probably more important than ever 
before that the industrial accountant take time off from the day- 
to-day problems of his specialized field and give thought to the 
broad problems of industry and their accounting implications. The 
article in this issue of the Bulletin will serve as a stimulator to this 
type of thinking. It is possible that all readers may not agree with 
the author on some of his specific statements, but few can read 
the article without having their mental processes stimulated and their 
thinking’ clarified. 

The author of this article, E. Stewart Freeman, is Company Audi- 
tor and Economist on the staff of the chief executive of the Dennison 
Manufacturing Co. Most of his business life has been spent with 
Dennison, where at various times he has had charge of sales sta- 
tistics, factory cost accounting, commercial research, general account- 
ing, taxes, and budgetary control. In 1918 and 1919, Mr. Freeman 
served with the Central Bureau of Planning and Statistics in Wash- 
ington as Assistant Editor of the Weekly Statistical Report, which 
summarized for President Wilson the progress of the war and the 
reconversion to peace. A member of N. A. C. A. for the past 15 
years, Mr. Freeman has addressed two National Conferences and 
many chapter meetings and has contributed several articles to the 
Bulletin. In addition to his N. A. C. A. membership, he is a member 
of the American Economic Association, the American Statistical 
Association, and the Academy of Political Science. 


Articles published in the Bulletin present many different viewpoints. 
In publishing them the Association is not sponsoring the view ex- 
pressed, but is endeavoring to provide for its members material which 
will be helpful and stimulating. Constructive comments are wel- 
comed and will be published in the Forum Section of the Bulletin. 
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BUDGETARY AND FINANCIAL POLICIES 
FOR INDUSTRIAL CORPORATIONS 


By E. Stewart Freeman, Auditor and Economist, 
Dennison Manufacturing Co., Framingham, Mass. 


Use of Forecasts and Budgets 


bane need for forward thinking and planning in business has re- 

cently been emphasized in connection with the postwar period. 
But this need existed long before the war, and it will continue to 
exist long after the postwar adjustment has been completed. 

We can never see the future as clearly as the past; but foresight 
has the one great advantage that it can remedy many things which 
a more competent hindsight can only regret. Imperfect plans based 
on the best information and judgment available at least provide 
management control, coordination, perspective, and education, and 
establish the necessary foundation upon which better plans can be 
constructed. 

A reservoir of tentative plans should, I think, be built up far 
enough in advance to allow ample time for study, development, and 
other necessary or desirable preparations. But the final selection 
and crystallization of plans should be made only sufficiently far in 
advance of events to permit the most efficient provisions for meet- 
ing them. 

Financial plans should cover receipts and disbursements as well 
as profit and loss, and should include projected balance sheets. 
These should extend over a period long enough to provide for the 
recovery of current investments and the liquidation of current 
debts. The longer-range plans should provide only the broad out- 
lines while the shorter-range budgets should fill in the details. 


We cannot tell in advance how the cards will turn up but by. 


studying the rules of the game and by substituting calculated prob- 
ability for pure chance, we can improve our score with whatever 
hands are dealt. And by providing sufficient margin of safety as 
insurance against the seemingly improbable, we can keep our losses 
within the limits of endurance. 


The Trend of Sales 
The most important factor in any business is the trend in the 
demand for its product. An upward trend makes success easier, 
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whereas 2 downward trend may make it hard to avert disaster. The 
trend of sales for each class of product should, therefore, be 
watched very carefully and compared from time to time with the 
best possible indexes of the actual and potential market. Also every 
economic and technical development which may affect the trend 
should be continuously studied. 

Some insurance against obsolescence of demand can be provided 
through diversification of products and markets so that a relatively 
small part of the business is likely to suffer from such obsolescence 
at any one time. The ideal is to have new or improved products in 
the course of development so that when the time is ripe, they can be 
substituted for products which face declining markets or which 
can no longer be sold at a profit. Probably the best defense for the 
investment is an alert and market-minded management and a good 
research departme.t, both of which are capable of rising above the 
specialized technical point of view to think in terms of fundamental 
human wants. 


Effect of Price on Volume 


If sales volume is to be expanded, the goods must be offered at 
prices which more and more people can afford to pay. In order to 
know what such prices are, the seller must continuously seek the 
buyer’s point of view. If the product is to be sold to consumers, he 
should for this purpose compare it with other articles which are 
likely to make substitute appeals for the same class of consumer’s 
dollar. If it is to be sold to producers, he must compare its effi- 
ciency with other articles being sold for similar purposes and figure 
how much any difference is likely to be worth to the buyer. If it is 
to be a component part for further manufacture, he must consider 
how much it would cost the buyer to make it for himself. If similar 
products are already being sold by others the seller should try to 
find out or estimate what such others are charging or likely to 
charge. 

As a rule, at least in the long run, more goods can be sold at 
lower than at higher unit prices. But there are exceptions and the 
effect of price on volume can be determined only by experience, re- 
search, and experimentation. 

Pricing policy should be designed primarily to maintain the seller’s 
strategic position in the market and only secondarily to maximize 
1280 
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current profit. As industry is an employee of the general public, 
this is merely another way of saying that keeping the job is a 
condition precedent to seeking a raise. Without sales, there can be 
no profit, and if the company does not hold its place in the market, 
the capital invested in it will depreciate in value. Hence, prices - 
should be set as low as necessary to defend the existing share of 
the market and to participate in any possible growth of the market. 
To the extent that costs permit, it may be desirable also to seek a 
larger share of the market. 


Effect of Volume on Cost and Profit 


The next step in planning is to estimate the effect of volume of 
sales and the rate of expansion on cost per unit and then to select 
the pricing and expansion policies which seem likely to produce the 
greatest benefit for the interests represented by the management. 

When a concern is operating: at below the full capacity of its 
manufacturing plant or marketing organization, the cost per unit 
will usually be reduced as the volume is increased. Also, expanding 
industries tend to operate at a relatively higher percentage of their 
manufacturing and marketing capacity. This is because the up- 
ward secular trend of sales tends to offset the cyclical declines. 

The purchase of new facilities for expansion furnishes a good 
opportunity to experiment with and to develop cost-saving methods. 
Also, as sales increase in volume there may be a greater opportunity 
to introduce more automatic larger scale production. 

A larger volume sometimes makes possible a lower material cost. 
It gives greater bargaining power, and the larger machine runs or 
shipments may reduce the costs of the supplier. On the other hand, 
a rapid increase in the demand for a raw material might tend to bid 
up its price, except as and until the supply also can be increased. 

If the rate of expansion is greater than the rate at which man- 
agement and labor can be trained, it may lead to higher costs and 
perhaps financial difficulties. On the other hand, concerns_which 
expand at a moderate but fairly steady rate have more opportunities 
for the advancement of personnel and, therefore, are able to em- 
ploy talent at relatively lower prices. As during expansion the 
number of employees hired exceeds the number retired, the aver- 
age of employees is likely to be lower and individuals can be ad- 
vanced in pay mcre rapidly without increasing the cost per unit of 


| 

at 
to : 
re 
a 
re 
is 
er 

to 
| 
at 
le 
| 
's 
e 
1281 ij 
| 
f 


N.A.C.A. Bulletin August 15, 1944 


product. There is also a psychological effect on management. Ex- 
pansion is stimulating, whereas the lack of progress leaves a sense 
of frustration. 


Relation Between Cost and Selling Price 


Cost can be expected to influence price only to the extent that 
it limits supply at some point below the current level of demand. 
This is most likely to be the case during cyclical booms, when de- 
mand is growing rapidly, or when other factors give supply no op- 
portunity to catch up with demand. Under such conditions it may 
be relatively easy to sell at prices which show a substantial margin 
of profit. 

In the course of time, however, such profits will attract more 
capital to the field and supply will tend to increase faster than de- 
mand. Then competition between sellers will increase and custom- 
ers will shop around for lower prices, especially during cyclical 
depressions. The market price will then be the master and the cost 
will be the servant. While a member of an expanding industry may 
show profits in spite of many inefficiencies, a concern in a declining 
industry may be able to earn only the amount, if any, by which 
it can keep its costs below those of its marginal competitors. 

In a diversified business there may be products in all stages of 
growth and decline—from the early development of childhood 
through the expanding years of youth and the stability of middle 
life to the dotage of obsolescence. It may be as unreasonable to 
expect all products to pay for some prorated share of the common 
overhead as it is to expect the baby, young sister, father, and grand- 
parent to contribute alike toward the common household expenses. 
As a general rule, however, each product should pay for its own 
differential cost and contribute as much more as any other product 
with which it competes for the use of any limited manufacturing 
or marketing capacity. 


Function of Cost Accounting 


The function of cost accounting is not to allocate the cost to the 
distributees of merchandise, but rather to allocate the value of the 
product to the factors of production and marketing. It should 
direct its energies not toward building selling prices up but toward 
pushing costs down. 
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Our American enterprise system depends upon competition to 
develop new and improved products and to force lower unit prices 
and, hence, wider markets for the older products, No concern 
should expect to remain prosperous unless it makes continual prog- 
ress along these lines. The efficient producers and the ones who 
best adapt their product to demand deserve and usually can get 
more plus above cost than the ones who are less efficient and less 
responsive to the public need. 

Cost accounting can be of great use in helping management to 
organize and control the cost structure so that the concern can at 
least hold its place in the market, and in advising management as to 
how costs and profits will be affected by different volumes of sales 
or capacity, by different methods of manufacturing or marketing, 
or by the addition, elimination, or alteration of products. 

The best way to do this, I think, is to figure out several definite 
plans as to precisely what can be done to improve profits and then 


to set up hypothetical budgets for comparison. Ordinary standard . 
or average costs and overhead developments are of very limited. 


value for this purpose. They may show what the cost should aver- 
age under existing conditions, but they do not show the effect on 
cost of a change in the conditions themselves. The better way is to 
examine every item of cost to see how it actually would be affected 
by each change under consideration. 


Management of Capital 

The earning power of a corporation depends not only on the per- 
centage of profit to sales but also on the ratio of sales to capital. 
For example, 5 per cent on sales will be 7%4 per cent on capital 
with one and a half turnovers a year, and 10 per cent with two 
turnovers. Much, therefore, can be accomplished through budge- 
tary control of working capital and of the purchase and use of 
durable assets. 

An expanding business must plan also for the procurement of 
capital. If the money is to be obtained outside, it will need fore- 
sight to permit the choice of favorable capital markets. If the 
money is to be saved from earnings, it will need a long-range plan 
for the allocation of earnings between dividends and surplus. 

An average profit of 10 per cent on invested capital (including 
surplus), for example, could finance a 6 per cent dividend and a 
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4 per cent year rate of expansion, or a 7 per cent dividend and a 3 
per cent expansion. Temporary fluctuations above or below aver- 
age profit could be ‘met either by variations in the dividend or by 
lending to and then borrowing from surplus. More permanent 
variations would require changes either in the average dividend or 


_ in the rate of expansion. 


A high average profit is apt to reflect a high market demand at 
the existing price. Therefore, it furnishes a reason as well as the 
means for increasing the rate of expansion. A low average profit, 
on the other hand, is likely to reflect costs which are higher than 
competitors’ or a market which is already over-supplied. Hence, it 
makes a reduction in the rate of expansion logical as well as neces- 
sary. 

The rate of dividend also ties in with the rate of expansion. 
When the business is growing, the shares will tend to sell at a rela- 
tively high multiple of the annual dividends. The market will be 
anticipating future dividends at a higher rate. Hence, a larger 
share of the profits can be retained. After expansion has been 
completed, however, higher dividends will be required to maintain 
the market price of the shares because there will no longer be any 
promise of capital gains. 

As obsolescence of product approaches, the capital invested in its 
production must gradually be turned into cash if it is to be saved 
or shifted to fields where demand is increasing. Such a shift may 
not be easy for a concern with a costly specialized plant unless the 
management has had enough foresight to prepare for it while there 
was still an opportunity to do so. 


Control of Borrowed Capital 


Borrowed capital can be used to finance temporary peaks of 
capital requirements and, under certain conditions, to finance an 
upper layer of sales when such layer is high enough above the 
break-even point to contribute generously to marginal profit and, 
hence, to the amortization of the debt. 

The interest on borrowed capital is likely to be less than the pro 
rata increase in dividends which would be required by an equal 
addition to the capital stock. Interest, however, is not fully com- 
parable with dividends. In the one case the principal must be re- 
paid as well as the interest, and in the other case the capital is ob- 
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tained for keeps. In fact, on a cash basis, dividends resemble cor- 
poration life annuities more than interest. Also the penalty for 
non-payment of interest is greater than for the non-payment of 
dividends. 

Hence, there are many factors to be weighed. Each company 
should study its own financial behavior under various economic con- 
ditions and develop principles and standards as a guide to what it 
can afford to borrow. 

The renewal of a loan should be counted on only under condi- 
tions which would permit a fresh loan. Repayments should be 
budgeted before credit is sought, and the amounts borrowed should 
be limited to amounts which can be repaid without greater risk or 
expense than is warranted by the expected gain from the loan. 
Credit is easiest to obtain when needed least, but it becomes harder 
and harder to obtain as the need for it increases. Before borrow- 
ing during business booms, it is well, therefore, to pause and con- 
sider what would happen if sales and prices should decline before 
the debt falls due. 

Probably it is safe for a solvent company to borrow for any por- 
tion of the working capital which can be liquidated without a re- 
duction of sales. But, if a decline in sales is involved, the unfav- 
orable as well as the favorable effects on cash must be considered. 
If the ratio of good and well controlled current assets to sales is 
high, a decline in sales should release a considerable amount of 
working capital. Also such decline should permit postponement of 
expenditures for durable assets. But if the ratio of non-variable 
cost to sales is likewise high, any decline in sales will also reduce 
the profit and may turn it into a loss. 

Hence, safe borrowing capacity may depend upon three factors. 
The first is the ability to amortize debt at the current level of sales. 
This is measured by the excess of earnings before depreciation over 
necessary or desirable expenditures for durable assets and divi- 
dends and by the amount of assets which can be liquidated without 
affecting sales or profits. The second factor is the expected stability 
of the sales and profits under unfavorable economic conditions. 
The third factor is the extent of the trend teward or away from 
liquidity when sales decline. This can be measured by comparing 
the amount of assets released with the amount of marginal profits 
lost for any given decline in sales. 
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The purpose for which credit is sought should also be considered. 
Money borrowed to pay for the cost of future income can be re- 
paid out of such income as long as operations are not at a loss. 
Loans of this kind can, therefore, be classed as self-liquidating. In- 
come taxes and dividends, on the other hand, represent the last act 
of a past cycle. Hence, the cash for their payment should have been 
saved out of the past income from which they are to be distributed 
and retained in a highly liquid form, such as tax savings notes and 
bank deposits. 


Effect of Changing Price Levels 


Capital requirements are affected not only by the volume of sales 
but also by the price level. Hence, the effect of changing prices on 
our accounting and cash requirements deserves careful consid- 
eration. 

The last-in, first-out or “LIFO” inventory method provides some 
protection against rising prices. LIFO, however, was designed 
primarily for concerns dealing in basic raw materials which fluctuate 
in price independently of the general price level. It is not so good 
for concerns dealing in a variety of products subject to obso- 
lescence or style changes. Nor is LIFO adequate to reflect changes 
in the general price level, for these affect not only the inventories 
but also all the rest of the net assets. In such cases the additional 
capital is neded not so much to duplicate the past by the replace- 
ment of any specific assets as it is to serve the future by maintain- 
ing the purchasing power of the capital and earnings and, hence, of 
dividends, salaries, wages, and other factors of production and 
marketing. 

When assets are replaced at a higher price, the number of dollars 
invested in the business has increased and if the books are to be 
kept in dollars, the balance sheet should, I think, reflect that fact. 
Certainly the sales and earnings ought to nicvease in proportion to 
the price level, and if the increase of assets is concealed, the ratio 
of sales and profit to investment will be distorted. Also profit and 
loss can be made in buying as well as in selling, and the books 
should count one as well as the other. 

On the other hand, an increase in the general price level is noth- 
ing but an invisible tax resembling a capital levy. While there is 
no appreciation of the assets in terms of dollars, there is deprecia- 
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tion of the dollar capital in terms of what the dollars will buy. 
There can be no net gain to the corporation until enough additional 
dollars have been provided out of gross income to offset the depre- 
ciation of the dollars previously invested by the stockholders. For 
example, if a corporation has $10,000,000 of invested capital and 
the appropriate price index goes up 30 per cent, I would deduct 
$3,000,000 from the bottom of the earnings statement and credit 
it to a special reserve of the nature of capital surplus. If and when 
the index goes down, I would reverse the entries until such capital 
surplus is eliminated. 

In the case of current assets the additional dollar capital would 
be needed as rapidly as prices go up and this fact should be taken 
into consideration whenever the books are closed. 

In the case of durable assets, the additional capital would be 
required only as expenditures are to be made. Therefore, it might 
be sufficient to step up the depreciation so as to provide the replace- 
ment cost by the time replacement is expected. In that case, only 
the depreciation based on original cost would be deducted on the 
asset side, and the extra amount would be credited on the liability 
side to the reserve for additional capital. On the other hand, the 
opportunity to acquire the additional capital is likely to be greatest 
while prices are rising and, to the extent that the higher prices are 
due to the war, it would be logical to provide the entire additional 
amount out of wartime earnings. 

The profits of this war period are being overstated, as the profits 
of the last war period were, by counting only the increase in the 
number of dollars and by neglecting to offset against this the simul- 
taneous depreciation in the value of the dollars. The “All Com- 
modities” wholesale price index of the Department of Labor, for 
example, averaged 40 per cent higher from 1921 to 1928 than in 
1913, and 1920 it was 120 per cent higher. 

Maintaining the purchasing power of capital in the face of ris- 
ing prices may be as hard as it was to avoid deficits in the early 
1930’s. But unless this is accomplished there can be no more real 
financial gain in one case than in the other. 


Control of Durable Assets 


Another opportunity for long-range budgeting lies in the control 
of durable assets. A too common practice is to start additions to 
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plants during booms when prices are high and to complete them — 


when they contribute merely to the over-expansion during the de- 
pression which follows. It would be much better if expansion 
could be started during depression when prices are low and com- 
pleted in time to participate in the boom. During the next few 
years it will be especially important to try to distinguish between 
temporary booms and more permanent increases in demand. 

In the case of expanding merchandise lines it may be desirable 
to capture as large a part of the early postwar market as possible, 
and this may be safe enough because the long-range growth of such 
lines is likely to offset any temporary over-expansion. In the case 
of stabilized or declining lines, however, the danger of over-expan- 
sion will be greater because sales might never again equal the level 
of the postwar boom. Thus, for these it might be better to depend 
more on longer working hours, or perhaps replacements can be ac- 
celerated and discards deferred. 

Another method of economizing on durable assets is to spread 
out production by building up current inventories in anticipation 
of an expected boom and by coming out of the boom with depleted 
inventories. In this way, production can be obtained at lower costs 
and there will be less likelihood of inventory losses when the slump 
comes, Also, over the long run this would provide more sales per 
dollar of investment and more regular employment. Incidentally, 
the latter should yield merit-rating savings of unemployment taxes. 

Investing too large a proportion of the available capital in slow 
turnover, durable assets during booms has been a common cause of 
insolvency or forced over-saving during subsequent depressions. 
Hence, it is important that every dollar appropriated for expansion 


_ of durable assets be balanced by a corresponding amount reserved 


for the additional working capital which such expansion will re- 
quire. If lack of capital forces curtailment of expenditures, it may 
be desirable in effect to auction the available capital to the projects 
which promise the greatest returns. Advance planning gives this 
opportunity. 

Investments which permit the concern to do things it otherwise 
could not do, e.g., to produce new or better merchandise, should 
be distinguished from investments which merely enable it to reduce 
the cost of what it is already doing. To delay the first might mean 
losing markets or at least missing opportunities. To delay the 
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second, on the other hand, would mean merely spending money for 
current costs instead of for durable assets. The choice could be 
made by comparing the time it would take to recover the invest- 
ment plus profit with the time that the capital funds are likely to be 
available. 

The cost which will be saved by an investment cannot always be 
determined in advance. Pioneers may be needed to prove what can 
be done, but there is no need of experimenting on too large a scale. 
Probably it is wise to be relatively liberal in introducing a leavening 
of new types of machines and much slower and more cautious 
about buying additional cost-saving machines of a type already on 
hand. It may be better to wait until the latest machines have had 
more of a chance to prove their worth and exhibit their weaknesses. 

To replace the entire plant at once might give the appearance of 
immediate advantage but in the long run for which durable assets 
are bought, this might be offset by greater losses from obsolescence. 
We should not bet too large a part of our capital on the knowledge 
of today, but should save some for investment in the opportunities 
of tomorrow. It is better to have a long-range program based on 
a projected rate of growth. 


Reserves vs. Budgetary Control of Cash 


Related to this program but separate from it is the policy to be 
followed in connection with depreciation reserves. Such reserves 
are related because they are a necessary part of the program for 
providing capital. They are separate because they do not take the 
place of the management of capital after it is provided. 

An addition to a reserve represents an allocation of gross income 
to cover cost and thereby the replacement of capital. As such it 
may be contrasted with an addition to surplus, which represents 
undistributed profit and, therefore, an increase of capital. One 
represents the saving of money as much as the other, but neither 
will by itself keep the savings liquid for any specific purpose. De- 
preciation reserves cannot be used for dividends, but they can and 
commonly are used for purposes other than the replacement of 
specific assets. Hence, reserves must be supplemented by long- 
range budgetary plans to have the necessary cash available as and 
when it is needed. 
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Management of Depreciation Reserves 

The principal difference between the cost of durable assets and 
the cost of raw material or labor lies in the time over which the 
cost can be spread and the uncertainties of the future which are 
thereby introduced. When the physical life is short it may be fair 
to allocate the cost equally per year or per unit of product. But 
when the possible life is longer the chance of obsolescence of ma- 
chine and product will increase with each passing year. If the cost 
is to be recovered at all, the installments must be collected before 
the ability to pay them is terminated by such obsolescence. Hence, 
the amortization of cost must precede rather than follow the decline 
of earning power or value. This principle applies also to intangible 
assets such as purchased good will, which should be amortized be- 
fore the excess earning power (of which it is a cost) has been 
eliminated by competition. 

Durable assets, like current assets, should be carried on the bal- 
ance sheet at the lower of cost or market. The term “cost” in both 
cases means a cost accounting allocation of an expenditure rather 
than any particular lump-sum expenditure, i.e., that particular part 
of the cost of goods or machine which might be considered fairly 
chargeable against the subsequent year or years. The term 
“market” in both cases means that deferred costs should be limited 
to amounts which we can reasonably be sure the future can afford 
to pay. After all, the primary responsibility for a cost is where 
the money is spent, and we should be very conservative about shift- 
ing the burden to future years. 

The allocation of the cost of durable assets should be governed 
by the same principles as the allocation of other joint costs. If we 
charge more against the distant years or the by-products than they 
can afford to pay, we merely create fictitious profits for the earlier 
years or for the main products, which so-called profits will need to 
be saved to pay for the losses of the later years or of the by- 
products. 

The purchase of a machine, for example, is presumably justified 
by earning power expected within a reasonable horizon of fore- 
sight. The production within such horizon is, therefore, the prin- 
cipal product and it should pay for at least the larger part of the 
cost of the machine. Any earning power remaining during the 
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more speculative later years should be regarded as a sort of by- 
product not to be counted as an esset unless and until its realization 
is more definitely assured. 

For these reasons, I advocate writing off relatively more depre- 
ciation during the early life of durable assets, which usually means 
writing off more during the expanding or prosperous years of the 
business. These are likely to be the years when more depreciation 
can be afforded and when dividends are limited by internal needs 
for cash rather than by any lack of earnings. 

This method leaves relatively less to write off after expansion 
has been completed and thereby transfers some of the so-called 
profit to the years when dividends are more apt to be limited by a 
lack of book earnings than by the need for cash and when relatively 
more dividends are likely to be required to maintain the previous 
market price of the capital stock. 

As industries grow older and more competitive, the proportion 
of the assets purchased for cost savings tends to increase. Such 
purchases help to maintain earnings but are likely to increase earn- 
ings only if, as, and when the concern is ahead of its competitors in 
reducing costs. The investment in such assets should, therefore, be 
recovered out of the early savings, and the assets previously bought 
for expansion should have been well written down during the 
period of expansion so as to make this practical. 


Value of the Corporate Investment 


Competition, law, and custom tend to force corporations to per- 
form more and more services without any increase in compensation. 
Such services often require additional equipment and these may 
help customers, labor, management, or the Government, but they 
do not increase the value of the corporation to its stockholders. 
The latter depends not upon the cost of its assets nor even upon 
the volume of its sales, but rather, eee eee 
dividends. 

Not only wear and tear, but also other factors such as 5 tames, 
government regulations, competition, inventions, and changes in 
public demand, or in the wage or price levels may reduce the earn- 
ing power of the assets per unit as rapidly or more rapidly than the 
number of units is being increased. 

When money has to be reinvested in a business to prevent the 
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earnings from declining, the amount represented is not undis- 
tributed profit but a form of maintenance and, therefore, I think 
it should be classed as expense or at least be written off rather 
rapidly. While a business is expanding from the reinvestment of 
earnings, its so-called undistributed profits may be real to the ex- 
tent that they do not, on the average, exceed a fair capitalization 
of the average annual increase of dividends. Otherwise, they are at 
least to be suspected of being in the same class with the paper 
profits made on the stock market in the summer of 1929. 

After a business and its dividends have passed their peak, the 
shareholders will have less and less chance of selling their shares 
for any large fraction of the price at which they were bought. 
Under such conditions it is hard to see how any undistributed 
profits on the books can have any reality for the stockholders ex- 
cept as offsets to the losses of other years. 

Industrial stockholders, unlike bond holders, are not entitled to 
the return of their ptincipal and usually the stockholders’ equity 
is wiped out by the years of losses which precede liquidation or 
earlier reorganization. Some stockholders may make capital gains 
and others capital losses by trading with each other, but over the 
whole life of the corporation the stockholders as a group are likely 
to lose their principal and to get nothing in return except their 
dividends. Hence, the value of a corporation to its owners may be 
measured by the present value of a life annuity equal in average 
amount, duration, and timing to the probable future dividends such 
corporation will pay. 

The sum of the capital and surplus should, I think, be compared 
from time to time with some such estimate of a fair capitalization 
of the dividend-paying capacity of the business and also with the 
trend of the aggregate market price of the shares. If over the long 
run the net worth or net corporate investment increases faster on 
the books than it does in the capital markets, there will be at least 
grounds for suspicion that the reserves have been inadequate and 
the profits overstated. ,, 
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